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Qffice of Chief Counsei
Internal Revenue Service

memorandum
CC:

(TL-N-1147-99

Chief, Examination Division, _ District
Attn: William Kennedy

District Counsel, _ District, _

Request for advice - [ o -t

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in centemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only te those persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be.
provided to Examination, Appeals, ar ather persons beyond thase
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is -
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case. '

This memorandum is in response to your request for

preliminaryv advice concerning the classification of certaij
expenses incurred by* under the *
Cantract. You requested that we furnish preliminary
legal advice on this issue, prior to factual development, solely
Lo provide some initial guidance tc the examining agent in the
conduct of the audit. This response should only be considered
as an ald in identifying potential issues for further
development. As the facts surrounding this potential issue have
not been developed, we can only provide vou with a discussicn of
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potantially relevant legal considarations and maks
recommendacions ragar dlng factual devel cment. Accordingly, we
‘are not providing any aepinion wikth respect CO your ragquesk.
However, we have supplied a discussiocn, to the extent possible,
based on the information furnished and paointed out the areas in
which additional factual development is required.
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ISSUE

Whether expenses incurred under the [ HNNNINIEIEBNNEEENEEEN

contract should be aggregated with expenses of the
Contract to prevent the unreascnable

deferral of recogniticn of income.
FACTS

Motorola, Inc. and its wholly owned subsidiar .
- entered into th Caontract
() oo was

To receive a license to

(_)

and

entered lnto the
T

_ccnstructLon Qb
: uld ’ T
cantract‘

" DISCUSSION

I.R.C. § 460 provides the accounting rules for long- term

contracts entered into after February 28, 1%86. Under section

$ 4680(f), a long-term contract is generally defined as any contract
for the manufacture, building, installaticn, ar construction of
property that is not completed within the tax year the contract
is entered into. Section 460 generally requires the percentage
of completion method or the percentage of completion - '
capitalized cost method to be used for long-term contracts
entered inte after February 28, 1386, for reqular income tax
purposes.

contract on either
h1s contract was for the

IT.R.C. § 4680(c) (1) of the Code provides that, in the case of
a long-term contract, all costs (including research and
experimental costs) that diractly benefit, or are incurred by
reasen oZ, the long-term contract activities of the taxpaver
shall be allccatesd to such concrac= in the same manner as costs
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are alleocated to extsnded period loag-farm contraces undar
sectlion 451 and the regulat:ions thersunder.
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Treas. Reg. § 1.431-3(a) (3) states that the term “expenses
attributable” to long-term contracts means all direct labor
costs and direct material costs (within the meaning of paragraph
{d} (3) (L) or (6) (1) of this section), and all indirect costs.
exXcept those described in paragraph (d} {3) (1ii} or, in the case
of extended pericd long-term cantracts, paragraph {(d) (8§) (iii) .

The definition of a long-term contract in ssction 1.4S5L-

3(b) (1) of the requlations and section 460 (f) of the Code is only
the threshold test for determining whether any inccme and
- €xpenses are attributable to long-term contract activities. To
constitute a long-term contract, a contract must contain a
-building, installation, construction or manufacturing obligation.

However, if such a qualifying obligation exists under a contract,
the income and expensss that are attributable to long~term
" contract activities within the meaning of section 1.451-3(a) (3)
are not limited to those arising only from actual building, o

‘installation, construction or manufacturing.

The requlaticns clearly indicate that incame and expanses
attributable to services are not rendered ineligible for long-
term contract accounting merely because such searvices are not
‘building, installation, construction, or manufacturing services.
' For example, for purposes of determining whether a long-term
‘contract is an extended period leng-term contract, the long-term
contract activity is deemed to begin cn the first date the
taxpayer incurs any allocable englneering costs. See alsg,

. Section 460(c) (3) (B) {codifying this treatment with respect to

' long~term contracts entered inte aftar February 28, 13986).

. Moreover, section 1.451-3(d) (2) (vii), example (2), indicates that
.the initial painting of a bridge By a contractor perfeorming a

~ - long-term contract to construct a bridge is considered part of

‘the cantract and, therefore, must be accounted for with the
remainder of the contract under the completred contract method.

Finally, section 1.451-3(d)(9) (x)(E) provides that
construction or manufacturing ralated englneering and design:
expenses must be allocated to & long-term contract and defzrred
until completion of the contract. Thus, section 1.451-3(a} (3}
centemplates that the income and expensas arising from any
activity that directly benefits or is uvndartaken by reason of the
obligation to build, imnstall, construct, or manufacture the
subject matter of a long-term contract (in the case of extended
pericd long-term contracts), or that is incident *to and necassary
for the performance of such cbligation (in the casa of non-
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extanded period long-cerm concracits) will be accouncad for uncer

a taxpayer’s method of accounting for long-term contracts.
Ray g

As noted azgve, L.R.C. § 480 provides the mechod of
accounting rules for long-tarm contracts enterad inta after
February 28, 198¢6. Under section 460(c)! (1), the cosh allocation
rules for purposas of section 460 are patterned after the cost
allocation rules that apply to extended pericd long-term ,
contracts as defined in section 1.451-3(b) {3} of the regulations.
Thus, under section 460(c), all direct and indirect costs that
directly benefit, or are incurred by reason of, the long-term
contract activities of a taxpayer are allocable contract costs.
The inceme and expenses attributable to engineering or similar
services that enable a taxpayer to “construct” or “manufacture” -
‘the subject matter of a long-term contract must be accounted for
-8s part of a long-term contract under sectian 460, since such
services directly benefit or are performed by reason of the

- taxpayer’s building, installation, construction, or manufacturing -, '5"

obligation.

A confract to provide cnly services that are neither
puilding, installation, construction, nar manufacturing is not a
-long~term contract because such a contract does not call for the
taxpayer to “build, install, construct, .er manufacrure” anything.
-Rev. Rul. 84~32, 1984-1 C.B. 129 (painting services); Rev. Rul.

. 82-134, 1982-2 C.B. 88 (engineering and construction manzgement

- services); Rev. Rul. 80-18, 1980-1 C.B. 103 {engineering and
construction management services); Rev. Rul. 70~€7, 1970-1 C.B.
117 (architecturzl services). However, if the performance of
engineering or other services enables the taxpayer to construct
or manufacture the qualifying subject matter of a long-term
contrackt, whether or not such services are specifically called
for by the ccntract, then income and expenses attributable to
fsuch services are tc be accounted for as part of the contract.
Thus, services performed with respect to the building,
installation, construction, or manufacturing of property by the
taxpayer are properly characterized as long-term contract
activities, even though, if performed aldne, such services may be
personal serviges. Moreover, even ifF contracted for separately
by a taxpayer, engineering .and construction of the same leng-term
contract subject mattaer must De integrated and accounted for as a
single long-term contract, notwithstanding that the aggregation
rules of section 1.451-3{e) and secticn 460(f) (3} (A) do not apply
Lo 2 single centract involving pursly sarvices. See Treas. Reg.
§ 1.431-3(e) (1) (i} (B).

In the current case, the facts suggest that the - contract
is purely a service contract and the ﬁ contract is a gualifying
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long-tarm contrazct.' The facts indicate tha.s merely
selling a license tﬁ_to Use cartain

property. ILf the centract is a service cantract and the -
coatract a long-term contract, then zll direct and indirect costs
that directly benefit, or are incurred by reason of, the long-

contract acrivitiss of

In order to respond toc your request, we would need

to know exactly what | is purchasin
contract. Withouft such information

If the facts show that the ] contract is a qualifying

"long—tem contract and not merely a contract for services, then

the provisions of Treas. Reg. § 1.451-3 (e} will govern the
aggregation of the contracts rather than the above analysis.

[See foatnate 1 In this case

Finall auld
‘be ‘
R It is apparent from the above discussiocn that any

- factor which demonstrates that the costs of the ] contrace

directly benefitted, or were incurred by reason of, the long-term
contract activities would be considered in determining
whether the contracts should be aggregated. Accordingly,

functional de i 2

' If both contracts were qualifying long-term contracts,
then the standards that would apoly in determining whether they
sheuld be treatsd as a single caontract ars set forth in Treas.
Reg. § 1.4Sl-3(e). See Notice 8%-15, 85-1 C.B. 634, QsA-37.
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cc: Regional counsel, [N

cc I 7 - 4795 sage &

B ri:z:se note, we consider the statements of law
expressed in this memorandum to be significant large case advice.
Theréfore, we request that you rafrain frem acting on this
memorandum for ten (10) working days to a2llaw the Bssistant Chief
Counsel (Fleld Service) an opportunity Lo comment. If you have
any cuestions regarding the abeve, please contact me at (-}

District Counsel

By:'

Attorney

Office of Assistant Chief Counsel,” Field Service - . "




